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Drawbacks of specialisation and trade

Advantages of specialisation and trade
Most economists argue that trade in goods and services across national borders is an important driver of increased competition 
and innovation and therefore helpful in sustaining growth and improving living standards. However, it is important to be aware 
of some of the risks and drawbacks if a country becomes more open to international trade.

Gains from trade – an overview
1 Free trade allows for deeper specialisation and benefits from economies of scale (increasing returns)
2 Free trade increases market competition and choice and also drives up product quality for consumers
3 Increased market contestability reduces prices for consumers leading to higher real incomes
4 Trade can lead to a better use of scarce resources for example from trade in sustainable technologies

Trade and economic efficiency
It is important in your analysis to link some of the potential gains from trade to different types of economic efficiency.

Economic efficiency Possible impact of trade on economic efficiency

Allocative efficiency Competition from lower-cost import sources drives market prices down closer to marginal 
cost and then reduces the level of monopoly (supernormal) profits

Productive efficiency Specialising and selling in larger markets encourages increasing returns to scale (economies 
of scale) – i.e. a lower long run average cost of production

Dynamic efficiency Economies open to trade may see more innovative businesses which invest more in research 
and development and also in the human capital of their workforce to help raise labour 
productivity

X-inefficiency Intense competition in markets provides a discipline on businesses to keep their unit
costs under control to remain price competitive and profitable

Gains from trade using supply and demand 
analysis
In this example we consider how consumers 
and producers might be affected by the ability 
to import coal into the EU at an import-tariff free 
price which is lower than domestic suppliers can 
offer. Opening up a country to trade has welfare 
effects for producers, consumers, employees, 
the government and other stakeholders.

If coal can be imported at a lower price, 
consumer surplus increases but producer surplus 
for coal producers in the EU falls because they 
can no longer sell their output at the previous 
high price.

Some of the main risks / drawbacks are summarised below:
1 Volatile global prices affecting export revenues and profits for producers and tax revenues for governments
2 Risks that exports will be affected by geo-political uncertainties and cyclical fluctuations in demand
3 Opening up to trade and investment may cause rising structural unemployment in some industries as the pattern of demand, 

output and jobs changes. Poorer countries may opt instead for a strategy of industrialisation aided by import protectionism 
before they eventually open up their markets

4 Countries that specialise in only a few primary commodities may suffer from the natural resource trap (also known as the 
resource curse) which may make them poorer than countries less dependent on exporting primary commodities – this is 
covered in more detail later in this study book.
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Exam Tip  It can be a very good idea to learn a 2 x 2 matrix to show comparative advantage, as it can be difficult
under exam timed pressure to come up with a brand-new example!

Exam Tip  Make sure that you can work out opportunity cost and therefore comparative advantage from both numbers
in a table and a PPF diagram. You may need to revisit Theme 1 to remind yourself of PPFs.

4.1.3  Pattern of trade 
What you need to know

Factors influencing the pattern of trade between countries and changes in trade flows between countries:
 • Comparative advantage

 • Impact of emerging economies

 • Growth of trading blocs and bilateral trading agreements

 • Changes in relative exchange rates

What is the geographical pattern of trade?
• This is the countries with whom businesses and people trade
• Intra-regional trade is trade between countries in the same region (European Union, Africa, Asia)

• Note that this is different from inter-regional trade, which is trade between different regions i.e. between Europe  
 and N America

• Countries tend to trade most with other nations in closest proximity – this is known as gravity theory

Exam Tip  Mutually beneficial terms of trade are not necessarily those that benefit both countries equally – the benefits 
from exporting and importing goods and services may be unbalanced. Indeed, the perceived unfairness of trade is often 
used as one justification for protectionist policies such as import tariffs and quotas and forms of hidden protectionism. 
Whenever you are discussing the economics of trade, remember to comment on possible distributional effects as part of 
the evaluation.
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• Producer surplus before trade = EFD
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• There is a net loss of producer surplus
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•  Consumer surplus before trade = AED
•  Consumer surplus after trade = ACB
•  There is a net gain in consumer welfare

Exam Tip  The comparative advantage model is simplistic and may not reflect the real world (for example, only two 
countries are taken into account). Most exports contain inputs from many different countries and products can travel 
across borders many times before a finished good or service is made available for sale to consumers. Businesses rather 
than countries trade (as a general rule).



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  3938  Edexcel A Level Economics Theme 4 Study Book

Significance of international competitiveness
Benefits

• Improved living standards e.g. measured by real GNI per capita (PPP)
• Stronger trade performance from an increase in export sales 
• Virtuous circle of economic growth
• Employment creation
• Higher government tax revenues

Problems
• Trade surpluses might invite a protectionist response
• Possible risks of demand-pull inflation
• Competitiveness might be achieved at the expense of growing inequality of income and wealth
• Higher productivity might be achieved at expense of a worsening work-life balance and increased incidence of mental  
 health problems
• Increased competitiveness might cause a country’s exchange rate to appreciate

Extension idea: Internal and external devaluation
What is an internal devaluation?
Internal devaluation happens when a country seeks to improve price competitiveness through lowering their wage costs and 
increasing productivity and not reducing the external value of their exchange rate. Good examples in recent years have applied to 
Latvia (a Baltic State) and Greece, in the wake of a severe depression which followed the Global Financial Crisis. Ecuador has also 
implemented internal devaluation. An internal devaluation requires several years of low relative inflation i.e. a country’s inflation 
rate lower than price increases in other countries. With Greece, this involved price deflation i.e. a negative rate of inflation. 
Internal devaluation can be brought about by fiscal austerity (via higher taxes and cuts in government spending) and/or a sharp 
rise in real interest rates – both impose deflationary pressure on output & prices. Internal devaluation is more likely to happen 
with a country that has a fixed exchange rate e.g. Ecuador has a fixed rate against the US dollar. Greece is inside the Single 
European Currency zone and cannot devalue unilaterally.

What is an external devaluation?
An external devaluation happens when a country operating with a fixed or semi-fixed exchange rate system decides to 
deliberately lower the external value of their currency against one or a range of other currencies. A devaluation of the currency 
means a domestic currency buys less of a foreign currency. One motivation is to make exports more price competitive in overseas 
markets and to make imports relatively more expensive than domestic supply. Linked aims might include reducing the size of a 
trade deficit and also to cut the real value of sovereign debt owed to international creditors. In theory, currency devaluation is a 
faster way of improving price competitiveness than an internal devaluation.

Evaluation: risks from an internal devaluation:
1 Severe loss of output and rising unemployment
2 Fall in nominal wages reduces living standards
3 Risks from sustained price deflation
4 Real value of debt increases
5 Danger of a country suffering a permanent loss of output (known as “hysteresis”)

Evaluation: drawbacks from an external devaluation:
1 Increase in cost-push inflation from higher import prices
2 Reduces real incomes because of a rise in inflation
3 No guarantee that the trade deficit will improve (refer to the J Curve concept)
4 Foreign creditors will demand higher interest rates on new issues of government & corporate debt
5 Currency uncertainty makes country less attractive to inward FDI

4.2.1  Absolute and relative poverty 
What you need to know

Distinction between absolute poverty and relative poverty

Measures of absolute poverty and relative poverty

Causes of changes in absolute poverty and relative poverty

What is the difference between absolute and relative poverty?
• Absolute (extreme) poverty:

• When a household does not have sufficient income to sustain even a basic acceptable standard of living or meet 
people’s basic needs

• Absolute poverty thresholds will vary between developed and developing countries
• World Bank has two extreme poverty lines:

               1) Percentage of population living below $1.90 a day (PPP)
               2) Percentage of population living below $3.10 a day (PPP) 

• Extreme poverty is multi-dimensional - it is about more than very low income per capita
• Relative poverty

• A level of household income considerably lower than the median level of income within a country
• The official UK relative poverty line is household disposable income of less than 60% of median income

Absolute (extreme) poverty
According to data from the World Bank, extreme poverty is declining but perhaps not quickly enough to meet one of the sustainable 
development goals of lowering absolute poverty to less than 3% of the global population by 2030. The percentage of people living 
in extreme poverty globally fell to a low of 8.6% in 2018 — down from 11% in 2013. The number of people living on less than 
$1.90 a day fell during this period by 68 million to 736 million.

•  In 2018, about half of the world’s countries had extreme poverty rates below 3%.
•  41% of people in sub Saharan Africa live on a per capita income of less than $1.90 a day (PPP)
•  The World Bank also focuses on the concept of shared prosperity defined as when economic growth increases the 

incomes and consumption of people in the poorest 40% of the population

Exam Tip  It is hugely important to make a clear distinction between absolute and relative poverty. It is possible for example 
for average incomes per capita to be rising (helping to lower absolute poverty) whilst at the same time, relative poverty could 
be growing if the gaps in income and wealth between rich and poorer households and communities get wider.

Low and unstable 
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Absence of financial / 
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public and merit goods

High unemployment /  
low employment

Example of the scale of extreme poverty within the African economy:
Sub Saharan Africa: 

• 42% of population live on < $1.90 a day PPP
• 66% of population live on < $3.10 a day PPP

Continued on next page
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4.5.1  Public expenditure
What you need to know

Distinction between capital expenditure, current expenditure and transfer payments

Reasons for the changing size and composition of public expenditure in a global context

Significance of differing levels of public expenditure as a proportion of GDP on:

 • Productivity and growth    •  Crowding out    •  Level of taxation    •  Living standards    •  Equality

Common error alert!
You should remember that current and capital spending by the government will have 
different effects on the economy – current spending is likely to affect AD alone whereas 
capital spending is likely to affect both AD and LRAS.

Common error alert!
Do not confuse current spending with transfer payments. A transfer payment is a payment 
made by the government for which there is no exchange of goods/services e.g. welfare 
spending.

Current and capital spending
Government spending is split into categories based on whether the money is spent on an asset that lasts a number of years 
(such as a new building or vehicle) or is spent on things that are used up (like salaries of civil servants or teachers). The former 
is referred to as “capital” spending, and the latter as either “resource” or “current” spending.

Examples of current spending

Salaries of NHS employees Drugs used in health care Road maintenance budget Army logistics supplies

Examples of capital spending

Construction of new 
motorways and bridges

New equipment in the NHS Flood defence schemes Extra defence equipment

How government spending can affect household incomes:
• Welfare state transfers

• Universal child benefits / unemployment benefit
• Public (state) pensions
• Targeted welfare payments - linked to income

• State-provided services (which offer “in-kind benefits” to people)
• Education – helps to reduce inequality of market incomes
• Health care – state provided health services
• Social housing e.g. provided by local authorities
• Employment training

What are the justifications for government spending?
1 To provide a socially efficient level of public goods and goods with positive externalities and overcome market failures

a Public goods and goods with positive externalities tend to be under-provided by the private sector
b Improved and affordable access to education, health, housing and other public services can help to improve human 

capital, raise productivity and generate gains for society as a whole

2 To provide a safety-net system of welfare benefits to supplement the incomes of the poorest in society – this is also part of 
the process of redistributing income and wealth. Government spending has an important role to play in controlling / reducing 
the level of relative poverty

3 To provide necessary infrastructure via capital spending on transport, education and health facilities – an important 
component of a country’s long run aggregate supply

4 Government spending can be used to manage the level and growth of AD to meet macroeconomic policy objectives such as 
low inflation and higher levels of employment

5 Government spending can be justified as a way of promoting equity. 
6 Well-targeted and high value for money public spending is also a catalyst for improving economic efficiency and 

competitiveness e.g. from infrastructure projects

The free market agenda on the size of government
• Free market economists are sceptical of the impact of government spending in improving the supply-side
• They argue that lower taxation and tight control of government spending and borrowing is required to allow the private 

sector of the economy to flourish (this is associated with the crowding-out theory)
• They believe in a smaller sized state sector so that in the long run, the overall burden of taxation can come down and thus 

allow the private sector of the economy to grow and flourish

The gap between total government spending and tax revenue shows the annual budget deficit if G>T or surplus if G<T
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Crowding out theory
What is crowding-out?
The crowding out view is that a rapid growth of 
government spending leads to a transfer of scarce 
productive resources from the private sector to 
the public sector where productivity might be 
lower. It can also lead to higher taxes and interest 
rates which then squeezes profits, investment and 
employment in the private sector.

Increased government borrowing may lead to 
higher demand for loanable funds and therefore 
a rise in market interest rates e.g. on bonds. This 
might then increase borrowing costs for private 
sector businesses.

Significance of government spending
• Is a key component of aggregate demand
• Can have a regional economic impact e.g. from spending on regional infrastructure projects
• Important in providing public goods and goods with positive externalities
• Can help to achieve greater equity in society


